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THE ALLOWANCE FOR WORKING CAPITAL 
IN A RATE CASE 

WHEN, for the purpose of regulation, the appraisal of 
the physical property of a public utility has been 
completed, an addition is usually made to the valua- 
tion as allowance for working capital. Fundamentally a com- 
pany is entitled to earn a fair return on all its property reason- 
ably employed in serving the public. This property consists 
of so-called fixed capital and working capital. The former 
includes all the more permanent assets devoted to specified 
purposes and in practice is usually valued independently by the 
means of an appraisal. It constitutes the bulk of a company's 
investment. Working capital consists of the more temporary 
assets which may be devoted or readily turned to any purposes 
that the company may have. Its amount is added to the fixed 
capital as determined by the appraisal, and the company is 
allowed a return on the entire valuation. 

While the principles and methods involved in the appraisal 
of fixed property have been discussed extensively in recent 
years, the question of how the value of working capital should 
be determined has received slight consideration, either in public 
discussion or in the opinions of the commissions and courts. 
The reason doubtless is that fixed capital in any case constitutes 
by far the greater proportion of the property of the company 
and therefore naturally merits and receives the greater and 
more careful consideration. That allowance should be made 
for working capital is generally admitted or widely assumed. 
But what controlling ideas or principles should be followed in 
the determination of the allowance has never been, so far as 
the writer knows, very definitely and completely set forth in any 
formal opinion or in other published material on the subject. 
This does not mean that there have been no commission or 
judicial dicta on the matter, or that the general idea of working 
capital has not been discussed, but simply that the scope and 
limits of the notion have never been carefully examined. Since 
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the amounts involved are always relatively small, the regulating 
bodies have contented themselves in any given case with the 
immediate practical aspects before them, without considering 
the finer principles involved. The purpose of this article, 
therefore, is to analyze the general concept of working capital 
and to outline how the amount may be fairly determined in a 
case. 1 

I 
It is a general rule in a physical appraisal to consider simply 
the property and to disregard the source of the funds used in 
acquiring the property. In other words, the commissions look 
upon the concrete plant and equipment used in serving the 
public, and seek to place a fair valuation upon them, paying 
tittle or no attention to the stocks, bonds, and other obligations 
or interests covering the property. 2 They consider the items 
that appear on the assets side and not those on the liabilities 
side of the balance sheets If this view were followed consist- 

1 The more usual view of working capital is that u consists of current assets less 
current liabilities. This view is followed in the main by the Public Service Commis- 
sion of New York, Second District. The Wisconsin Railroad Commission, while 
considering the statements of current assets and liabilities, also the requirements of a 
company as to cash and stocks of materials and supplies, usually makes its statement 
of working capital a percentage of the gross revenue of gas, current, or other service 
sold. See State Journal Printing Co. v. Madison Gas and Electric Co., 4 W. R. C. 
R. 501, 551; also Superior Commercial Club v. Superior Water, Light and Power 
Co., 11 W. R. C. R. 704, 745-747. In a number of judicial and engineering dis- 
cussions, working capital is based on the quantity of service sold. The Public Ser- 
vice Commission of New York, First District, seems inclined to the view that working 
capital consists of the carrying charges borne by the company; this view will be 
considered in the latter part of this discussion. 

4 In the noted Ames Case, the formula is that a company has a right to a fair return 
on its property employed for the use of the public, with due regard for the actual 
cost, reproduction cost, and the par and market value of the stocks and bonds out- 
standing. While this formula has never been directly modified, in practice no atten- 
tion is paid in a valuation to securities outstanding. It is the property, not the rights 
covering it, that is the subject of the valuation on which a return is allowed. 

* The balance sheet of a public-service corporation is intended to present the in- 
vestment at a particular time. On the left side it has a list of all the different classes 
of property in the business and shows the cost of each class, while on the right side 
it shows the amount of funds contributed by each class of persons with financial in- 
terests in or claims on the business. Source is therefore indicated on the right side. 
We may think of the accounts on this side as representing claims upon the property 
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ently throughout and applied to property of every sort, then 
the question of what is working capital would be answered 
simply enough. If source were completely disregarded, if it 
were to make no difference where the property came from, by 
what obligation or interests it is covered, then working capital 
would consist of all the property reasonably employed in con- 
nection with the service and not included in the appraisal of 
fixed capital — all so-called current assets. This would include 
cash, materials and supplies, accounts receivable, prepayment 
and any similar items. There would be no deduction for obli- 
gations of any sort. The test by which to determine whether 
any particular item should be counted would be whether it is 
reasonably held in connection with the service. If so, the item 
would be added to working capital irrespective of the source 
from which the funds for the purchase of the item were 
acquired. 

Source, however, is not consistently disregarded. While the 
physical appraisal of fixed capital is commonly made with- 
out inquiry as to obligations or interests covering the property, 
in the determination of working capital, deductions for current 
liabilities of some sort are usually made. To the extent of 
such deductions, source is clearly considered in the valuation. 
Ordinarily assets covered by so-called permanent obligations 
are included, while those covered by more temporary or cur- 
rent liabilities are not. Why this difference in treatment? 
The general principle is that a company may earn a return on 
all its property reasonably employed in serving the public. On 
what grounds, then, may a distinction be made between funds 
derived from o ne source and those obtained from another ? 

The commissions usually take current assets, less current 
liabilities, as the amount of working capital allowed in a valua- 
tion. In this practice they simply take over the everyday 
business notion of working capital, without considering, how- 
ever, the relation of the notion to the general doctrine that 
source should not be regarded in a rate case. Practically, of 

on the left side, or as interests or equities in the property, or simply as covering the 
property. The term " equity" is, of course, not used in the usual legal sense, but 
in the special accounting sense as indicated. 
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course, this has not been a serious matter. The method has 
operated quite satisfactorily, without involving any particular 
injustice or inconsistency in practice. The absence of a defi- 
nitely formulated principle, however, has made it difficult to 
distinguish clearly between obligations to be deducted from 
the assets and those to be disregarded. In general the dis- 
tinction made has been that between current and more perma- 
nent obligations. But why deduct the one and not the other? 
And where precisely is the dividing line between the two? Is 
it merely the element of time or some other fundamental 
consideration? This is the theoretical point to be especially 
treated in this paper. In general the writer subscribes to the 
formula that working capital consists of current assets less cur- 
rent liabilities. Funds held to pay accrued interest, taxes, 
wages, and similar items, should not be made the basis of a 
return in the valuation. But the reason for the exclusion 
should be clear. While the amounts involved can usually make 
no appreciable difference in the rates to be fixed, still the entire 
procedure in establishing a valuation should be theoretically 
clear and definite. 

As a basis of a theoretical distinction between obligations 
deducted from current assets and those not deducted, it is well 
to state once more the fundamental principle of law that a 
return must be allowed on all the company's property reason- 
ably used in serving the public. If a distinction is to be made, 
it evidently should rest on the special idea of the company's 
property. May some of the property used in service be con- 
sidered fundamentally as that of the company and some as 
representing obligations to outsiders ? What is the company's 
property ? What interests go together to form the company as 
viewed in connection with regulation? J 

■It should be emphasized at the start that the term "company" will not be used 
in the usual legal sense — the stockholders in their corporate entity. It will signify 
the groups of interests shown on the right side of the balance sheet, which are viewed 
in our system of regulation as covering the property employed in the public service. 
This includes not only the stockholders' interests, but also the bondholders and others 
which fit into the scheme of regulation. The "company" interests may be called 
' capital obligations," and all the non-company interests " current liabilities." 



No. 3] WORKING CAPITAL IN A RATE CASE ^y 

In the balance sheet, all the assets or property of every sort 
are listed on the left-hand side. These items are covered on 
the other side by capital stock, funded debt and other obliga- 
tions. Clearly the two sides are co-extensive, forming the 
same valuation viewed from different standpoints. The left- 
hand side presents the view of the assets themselves, while the 
other shows the source of the assets — the equities, interests, or 
rights covering them. The assets may thus be divided accord- 
ing to their source, that is, according to the rights covering 
them. Those representing equities of the company are included 
in the valuation, and source is disregarded, while those covered 
by claims other than the company's are not included. What 
rights then should be considered as constituting the company? 
These may be considered as capital obligations, and it is only 
property covered by them that should be included in the valu- 
ation entitled to a return. 

In ordinary business corporations, the stockholders, of course, 
form the company, and the capital stock outstanding, together 
with the surplus, listed on the right side of the balance sheet, 
show the company's equity or investment in the business. In 
a public-service corporation, however, the notion of what is 
really the company has been very much extended. For the 
purpose of regulation, no difference is made between stocks 
and bonds outstanding. Both are equally considered as capital 
obligations or equities of the company. Further, this idea of 
the company includes all interests of a more permanent nature, 
covering funds which are expected to be used regularly in the 
service of the public, but it does not include rights of a tempo- 
rary sort, representing funds which are held primarily to meet 
these obligations. 

Although the terms " more permanent " and " more tempo- 
rary " are here used, the distinction between company or capital 
obligations and other claims is fundamentally not based on 
time, but upon the special form or nature of the rights. In' 
definitely drawing the distinction, the principles and technique 
of public-utility accounting and regulation must be properly 
considered. In harmony with the usual accounting classifica- 
tions for public utilities, in addition to capital stock, all interest- 
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bearing obligations, including funded debt and any bills payable, 
or even book accounts bearing interest, should be considered 
as equities of the company, while all non-interest-bearing items 
should be viewed as outside claims or as true liabilities of the 
company. This forms a clear line of division between capital 
and non-capital obligations, and it also corresponds for the 
most part with the distinction between the more permanent 
and temporary investments in property, except that it is more 
definite. All assets derived from interest-bearing obligations 
are included in the valuation, while those obtained through 
non-interest bearing sources are not included. The first are 
property of the company as such, while the second represent 
loans and advances from outsiders. 

In a valuation, it is impossible, of course, to designate what 
specific assets are covered by a particular form of obligation. 
When fixed capital is appraised separately without regard to 
source, the general idea that has been presented would still be 
effectively followed if in the valuation of working capital the 
total non-interest-bearing claims are deducted from the total 
current assets. To be sure, the specific funds obtained through 
non-interest-bearing items may have been devoted to fixed 
capital. But if the total of such claims is deducted from the 
current assets, and if the balance is treated as working capital, 
then clearly a return will be allowed only on the company's 
property. Assets from other sources will not appear in the 
valuation. 

Taken by itself, the above distinction between company and 
non-company obligations may appear somewhat fanciful, but 
considered in connection with the usual practice in public-utility 
accounting, it presents a definite and consistent basis for deter- 
mining working capital. According to generally accepted ac- 
counting standards, interest accrued on obligations of any sort is 
deducted from income and is not included in operating expenses. 
It is treated and regarded precisely as an appropriation for the 
payment of dividends. 1 And all money actually paid out for 

1 Charges to operating expenses are usually intended to cover materials and services 
consumed in operation, while charges to income account represent accrued return on 
investment, in the form of interest, rents or dividends. 
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interest matured, just as for dividends declared, is considered as 
income derived from the property and not as payment of oper- 
ating expenses. If then all interest is regarded as income, 
clearly all assets covered by obligations bearing interest should 
be treated as capital and should be included in the valuation on 
which a return is allowed. 1 

The bulk of non-interest-bearing obligations may be divided 
into two classes : ( i ) those resulting from charges to operating 
expenses and income, and (2) those incurred through the pur- 
chase of materials and supplies. As for the first class, when 
items have been charged to operating expenses, or income, the 
company clearly has already collected from the consumers suf- 
ficient funds to pay the liabilities incurred, and it would therefore 
be absurd to allow in addition a return on such funds. This is 
true of assets covered by accrued wages, taxes, and similar 
liabilities created through operating expense charges, also of 
those covered by interest and rent accrued charged to income, 
and of those accumulated for regular payment of dividends. 
The public in getting service is obliged to pay to the company 
an amount equal to the operating expenses and a fair return on 
the property used in the service. When this has been done, 
there is no reason, if the obligations for which the public has 
contributed are not paid, why the funds should be allowed a 
further return. 2 

In reference to the second group of non-interest-bearing ob- 
ligations, those incurred through purchase of materials and 
supplies, the assets directly obtained are usually consumed in 
operation in a short time, and are then charged to operating 
expenses, and thus after all are not essentially different from the 
first group. There is, however, a fundamental difference which 

1 The idea of working capital as presented in this discussion seems to have been 
followed in the main by Commissioner Stevens in the Buffalo Gas Rate case. His 
view of working capital appears to be that of current assets less current liabilities, 
and includes debts in the liabilities if interest is charged to operating expenses. 3 P. 
S. C, 2nd Dist., N. Y., 621-623. Still there is some contradictory discussion on 
this point. 

2 If the current liabilities in a case are larger than the current assets, then the work- 
ing capital is negative, and the amount should be subtracted from the valuation of 
the fixed capital. 
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has importance in case supplies are acquired considerably prior 
to the time when they are consumed. There is, of course, in- 
direct interest involved in all time purchases. A discount would 
usually be allowed if spot cash were paid; the difference is 
really interest, which is finally included in the payment of the 
obligation. But the materials purchased, it should be noted, 
are charged to the proper asset accounts at the invoice or time 
prices, not at actual cash cost, and then as they are used they 
are included in operating expenses, also at time prices. Thus 
clearly the interest involved in the time purchases is actually 
charged to operating expenses and not to income, as is the case 
with direct interest-bearing obligations. If then the interest 
goes to operating expenses and is not viewed as income, clearly 
the assets covered by the obligations should be considered 
borrowed and not as capital of the company. 1 

II 
For the most part, there is no difficulty in determining what 
individual items constitute the non-capital obligations. There 
should be included, of course, ail ordinary non-interest-bearing 
accounts and bills payable, accrued wages, taxes, and similar 
items arising through operating expenses, all rents and accrued 
interest payable, also dividends accrued on the usual basis, even 
though no dividend has been actually declared. There should 
be included, further, such credit reserves which have been 
created as a result of charges to operating expenses and which 
have not been treated as a deduction from fixed capital.* 
Among such reserves are those for insurance, accidents and 
damages, bad debts, and similar items. Let us assume, for 
example, that regular charges are made to operating expenses 
for accidents and damages on the basis of a general average 

1 If supplies are used for construction, they are transferred to fixed capital at in- 
voice prices and presumably will be able to earn additional return in proportion to 
the greater fixed capital valuation. The obligation remaining unpaid should still be 
treated as a deduction from the remaining current assets. 

'Accrued depreciation, which corresponds to depreciation reserve, is deducted from 
fixed capital included in the appraisal; otherwise the depreciation reserve too should 
be included among liabilities deducted from current assets in the determination of 
working capital. 
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expectation of loss, that the amounts are credited to a special 
reserve, and that when the actual losses are paid, they are 
charged to the reserve. The balance of the reserve then at 
any time clearly represents funds which consumers have con- 
tributed for the payment of expenses of operation, and if full 
payment is deferred till a future time, there is no reason why 
the public should then be compelled in addition to pay a return 
on those funds. The same reasoning applies to all regular 
operating reserves. 1 

Another item to be included among non-capital obligations 
in the case of gas companies is customers' service extension 
reserves, provided they are non-interest-bearing. These repre- 
sent advances made by customers for service installation work, 
when the amounts are to be repaid either in cash or, more 
usually, in service delivered. In such cases, the cost of instal- 
lation can not be considered as property of the company. The 
advances are made not as investment but to insure the good 
faith of the persons applying for service. The contributors in 
no way share in the income of the business. The funds covered 
by the advances are not capital used in the business, and there 
is no reason why they should be included in the valuation 
entitled to a return. The same reasoning applies to similar 
advances of a non-interest-bearing sort. 2 

On the other side of the balance sheet there should be in- 
cluded in the statement of working capital all current assets 

1 It is assumed, of course, that in a given case the company has obtained a fair 
return on its investment above the charges to operating expenses. If it has not ob- 
tained such a return the deficiency, according to New York and Wisconsin procedure, 
will be covered by going value, and thus the above generalization will still hold true. 
It is further assumed throughout in this paper that the public is obligated to pay 
operating expenses and a fair return on investment and no more. 

8 A controlling company might make non-interest-bearing advances, which would 
truly represent capital investment and should not be deducted from current assets in 
the determination of working capital. In such cases, the advances should be con- 
sidered in the nature of premium on capital stock or as surplus. But, if the rule were 
strictly followed that all non-interest-bearing obligations would be deducted from 
current assets, then, of course, all capital advances by a controlling company would 
be made on an interest-bearing basis. The company would then take its return 
directly as interest on the advances instead of as increased dividends on the capital 
stock owned. 
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that are reasonably held in connection with the business. These 
current assets include all ordinary notes and accounts receivable, 
cash, materials and supplies, and prepayments, also construction 
work in progress, if that has not been already counted in the 
appraisal of fixed capital ; but they do not include outside invest- 
ments. The latter are supposed to be financially self-support- 
ing, bringing their own return, and not depending on service 
rates paid by the public. Among investments should be in- 
cluded usually all interest-bearing notes and accounts receivable. 
The reason for this is that all interest receivable accrued is 
ordinarily classed as non-operating income, not as operating 
revenue as are all returns from other property used in the serv- 
ice. If the interest accrued is not treated in the system of 
accounts as return on the property, then clearly the notes or 
accounts bearing interest should not be included in the capital 
employed in the business. They are viewed as outside invest- 
ments, even though they originated through the regular course 
of business and the funds embodied are intended for use in the 
service. To the extent, however, that the interest accrued on 
notes and accounts, or on any investment of excess current 
funds, is included in or credited to operating revenues, and is 
thus viewed as return on the property, the items involved should 
then be added to current assets in the determination of working 
capital. 1 But if the interest accrued is classed as non-operating 
income and the property from which interest is derived is never- 
theless included in working capital, then the company will 
clearly receive a double return on the same asset, in regular 
interest and in the rates paid for service by the public. 

1 It would doubtless be better practice to credit interest accrued on bank balances 
and other current items to operating revenue instead of to non-operating income. 
Then the balances could be logically included in working capital. The question may 
well be raised whether even the income from depreciation funds, or from any funds 
that are clearly intended to be used in connection with or for the protection of the 
utility, should not be treated as operating revenue, and the investments included in 
the valuation on which a return is allowed. In any event, however, it should be clear 
that the particular assets and liabilities included in the statement of working capital 
must be determined according to the accounting standards prescribed by the com- 
missions, or, in general, by the mechanism employed for the control of return on 
investment. 
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An important question arises as to the proper treatment of 
unbilled service and, in the case of gas utilities, of gas in the 
holders and mains. Ordinarily these items do not appear in 
the balance sheet of a company. If they are to be included 
among current assets, a special appraisal must be made. Strong 
argument may be presented that they are essentially no different 
from other assets, that they are really property of the company, 
and should appear in a complete statement of its capital. Un- 
billed earnings are amounts accrued for service rendered but for 
which bills have not yet been presented to the consumers. 
They are in the nature of accounts receivable, except that they 
have not yet been taken upon the books of the company. This 
is done when the meters are read weekly or monthly, as the 
case may be, and is a matter of practical convenience. The 
amounts are really due the moment when the service has been 
rendered, so why should they not be treated precisely as are 
accounts receivable in the statement of working capital? Like 
considerations may be urged as to gas in holders and mains and 
similar items. Such gas is really in the nature of materials and 
supplies held for sale. While it cannot practically be carried 
on the books of a company as are ordinary stocks of supplies 
it is nevertheless of the same nature, so why should it not be 
treated in the same way in a valuation for rate-making purposes ? 

There is undoubtedly considerable force to the argument as 
just stated. But the disposition of the matter, it seems to the 
writer, should not be determined by the apparent nature of the 
items, but again by the accounting methods followed in the 
calculation of the return on the company's investment. And 
this accounting procedure obviously depends upon the practical 
requirements of the business. Service simply cannot practically 
be taken on the books the moment it is rendered, nor can gas 
as it is manufactured. At the time of the valuation, while the 
amounts do not appear on the balance sheet as assets, neither 
have they been taken as the basis of accrued profits. When 
finally they are taken on the books, they are credited to oper- 
ating revenue and will thus appear as future profits. The past 
operating records of the company used for estimating returns 
for the future are all based on this procedure. Is it reasonable, 
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therefore, to include in working capital items which in the 
assumptions and calculations of a case are viewed in connection 
with future operations? All expenses in their behalf have 
already been charged to operating expenses, and the company 
has thus been fully reimbursed for all outlays. In the opera- 
tions for the next period, present unbilled earnings and unsold 
gas will be taken on the books, then to reimburse the company 
for expenses incurred, and then to provide return for the use of 
capital. The company, therefore, will be treated with justice if 
these amounts do not appear in the present valuation. 

If, however, the items in question are included in working 
capital, then to that extent, unless the usual method of revenue 
accounting be changed, the company will receive a double 
return on its investment. They would appear as capital at the 
time of the rate determination, and subsequently when regularly 
taken on the books, they would be treated as profits. The 
same items would be taken as the direct basis of present capital 
and future income. Of course, they can be fairly only one or 
the other. If they be treated as present capital, the calculation 
of future income should be adjusted accordingly. This would 
be impracticable. It would be all but impossible to enter reg- 
ularly in the accounts service as it is rendered or utilities as 
they are created. The amounts cannot be made definite till 
the time of the meter readings. For this reason they had 
better be excluded from the valuation and be treated in the 
usual way in the determination of income. 1 

It should be emphasized that throughout the history of a 
company for any fiscal period the profits were calculated and 
taken out of the business, without the inclusion of the items 
under discussion. If, with income thus determined, the com- 
pany has obtained a fair return throughout on its investment, 
that is all it was entitled to receive, provided its capital has 
been kept intact through sufficient charges to operating ex- 

1 The Wisconsin Railroad Commission states that " gas in holder and gas and 
current delivered but not billed, would, in this case, seem to be items that belong 
with earnings and operating revenues rather than in the capital account." State 
Journal Printing Co. v. Madison Gas and Electric Co., 4 W. R. C. R. 501, 551. 
The statement is not very clear, but seems to imply the idea of the above discussion. 
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penses. But if, by this method of accounting, it has not re- 
ceived a fair return on capital, the deficiency, with full allowance 
for compound interest accumulations, may be added in the 
valuation as going value, under the general caption of develop- 
ment expenses. 1 The company thus cannot possibly suffer an 
injustice if unbilled earnings and unsold gas are not included in 
capital. If they are included, the company to that extent simply 
obtains an advantage that it is not entitled to receive. 

It may be desirable, nevertheless, in order to give a complete 
showing of the business at the time of the rate determination, 
to include unbilled earnings and unsold gas in the statement of 
current assets. Then, so as not to give the company an undue 
advantage, the amounts should be offset by a liability or reserve 
item, which should be included among the non-capital obliga- 
tions. It must be remembered that all expenses incurred have 
already been charged to operation, so that the company has 
been fully reimbursed for its actual outlays. The assets in 
question should thus be viewed not as the company's but as 
covered by obligations to the public, held to compensate the 
company for future services to be rendered. The reserve 
would be treated precisely as are other operating reserves, 
which are included in the deductions from the statement of 
current assets. 2 

Ill 

The statement presenting the calculations of working capital 
may be based on average current assets and current liabilities 
covering a specified period of time, or it may present the facts 
as they stand at the date of the valuation. The latter basis 
appears the more satisfactory, provided the facts are clearly and 

1 This is clearly true according to the New York and Wisconsin rules, and would 
undoubtedly be sanctioned by the commissions and courts in other jurisdictions. Cf. 
the writer's " Going Value in a Physical Appraisal in a Rate Case; The New York 
Rule," Political Science: Quarterly, vol. xxx, pp. 463-475. 

* If in practice unbilled earnings and unsold gas are included among current assets 
and are not offset by a reserve as here suggested, and if no other accounting adjust- 
ments are made to offset the undue advantage thus given the company, the amounts 
should at least be deducted from any allowance for gotng value. If this deduction 
be made, its effect clearly would be to adjust past income statements for the unusual 
items taken into the capital account. 
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honestly presented and have not been specially manipulated for 
the benefit of the company. A statement based on averages 
may work either in favor of or against the company. For 
example, suppose that during the earlier months of the period 
included in the averages, there were large amounts of cash and 
materials which later were used extensively for construction 
purposes, leaving relatively small amounts at the close of the 
period. The decrease in current assets obviously produced a 
corresponding increase in fixed capital, but the large balances 
during the earlier months raised the average and thus resulted 
in showing a larger working capital than actually existed at the 
time of the valuation. There is clearly a duplication. The 
same funds are shown in fixed capital and are used to swell the 
average of working capital. The company, of course, gains by 
this procedure. 1 

On the other hand, a calculation based on averages may 
understate the actual working capital of a company. All funds, 
of course, which have been provided by the company and are 
reasonably employed in the service are entitled to a return from 
the public. Suppose, now, that during the latter part of the 
period covered by the averages, large amounts of cash were 
raised and materials purchased for construction purposes, but 
were merged with the regular current assets of the business. 
All the additional funds are entitled to a return and should ap- 
pear in the complete statement of capital. Under our assump- 
tions, however, they are not included in fixed capital and, 
being averaged over a period, they do not show to the full 
amount in working capital. This procedure is clearly unfair to 
the company. 

If the accounts are not specially rigged merely for the pur- 
pose of making a large showing, it would be more satisfactory 
to include in the statement of working capital, not an average, 
but the facts as they are at the time of the valuation. Averages 
might, of course, be used for the purpose of comparison, to 

1 This duplication would be avoided if cash and materials to be used for construc- 
tion were kept distinct from those employed in current operations. Practically, such 
a separation would be difficult to maintain, and few companies, if any, have ever 
attempted such a segregation. 
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test the reasonableness of the capital employed. But if the 
funds on hand are reasonably required by the service, either for 
construction or current operations, there is no reason why they 
should not be counted at their actual amounts at the time of 
the valuation. In this way, there would be neither over nor 
under statement of total capital. 

IV 

There is another concept of working capital, or, perhaps 
better, another method of calculating it, which has been used 
in some cases and which should receive consideration in the pres- 
ent discussion. This view is that working capital consists of carry- 
ing charges borne by the company in connection with operation. 
This includes the costs carried by the company after plant and 
equipment have been installed, from the beginning of operation 
till the business becomes financially self-supporting — i. e., till 
the cash receipts equal the ordinary cash disbursements. The 
idea may be presented more clearly by illustration. Suppose 
that in a given case the company were beginning business new, 
that it has ready for service its actual fixed capital, and that the 
amount of service to be rendered will correspond with what the 
company actually expects to provide. Now, the ready funds 
that would be required to provide for materials, labor, insur- 
ance, taxes etc., till the receipts of the business cover current 
expenditures, would be considered working capital. This, it 
would be assumed, represents actual investment, which would 
be as necessary to the company as fixed capital and would be 
entitled to earn a return from the public. 

In line with this view, the amount of working capital in a case 
is roughly determined as follows. An estimate is made of the 
average length of time required by consumers after receiving 
the service till they pay for it. This would be considered the 
period during which the company bears the costs of the busi- 
ness. Then the average operating revenue that belongs to the 
period is determined and the fair average ratio of operating 
expenses to operating revenue is calculated. This ratio is 
applied to the operating revenue for the period in question, and 
the product represents approximately the funds that the com- 
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pany has tied up in current operations, i. e., its working capital. 
Suppose in a given case that the operating revenue for a year 
(on the basis of past rates) is $1,200,000, that the operating 
ratio (expenses to revenue) is 60 per cent, and that the average 
time used by consumers in paying for service is two months. 
The operating revenue for this period would then be $200,000 
and the expenses incurred $120,000. This would be the neces- 
sary working capital. If the company were starting new, with 
its actual fixed capital and volume of business, it would practi- 
cally have to provide this amount in its initial investment. And 
we may assume, therefore, that the company actually has this 
sum tied up in the business and has a right to earn a return on 
the amount. 1 

Much may be said in favor of this method of calculating 
working capital. It seems, nevertheless, that the amount thus 
determined should not be taken directly as the working capital 
of a company, but rather as a check on the reasonableness of 
the sum shown by the statement of current assets and current 
liabilities, as presented earlier in this paper. We must remem- 
ber that the company has a right to a return on its property 
actually devoted to service, provided it is reasonably needed. 
If, in the case assumed, where the funds tied up in current 
operations amount to $120,000, the company has an actual 
working capital of $500,000 (i. e., current assets above current 
liabilities), the latter amount would seem excessive and might 
justifiably be cut down. But the $ 1 20,000 may be viewed as a 
necessary minimum, and the company may be justified in having 
considerably greater funds in available materials and supplies, 

1 The above method of calculating working capital has been employed in several 
cases, notably in the Commonwealth Edison Appraisal, Chicago. See Report to the 
Committee on Gas, Oil, and Electric Light of the Chicago City Council on the In- 
vestigation of the Commonwealth Edison Company, by Ray Palmer, City Electrician, 
and John E. Traeger, City Comptroller, May 14, 1913. The method of calculating 
is needlessly involved. Substantially the same results would be obtained if, when 
the average period used by •consumers to pay for service has been determined, we 
should simply determine the fair average expenses incurred by the company during 
that time. Thus, in the case assumed, the working capital would be equal to two 
months' expenses. The above general method of determining working capital is 
suggested by Commissioner Maltbie's discussion in the Kings County Lighting Case, 
2 P. S. C, 1st Dist, N. Y., Oct., 191 1. 
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cash, and various prepayments. The conclusion might well be 
that $500,000, current assets less current liabilities, is a greater 
working capital than is reasonably required, and that $200,000 
would be a fair amount to allow in the valuation. Thus, the 
$120,000 carrying charges would not be taken directly as the 
working capital in the case but as a basis of comparison in 
judging the reasonableness of the actual working capital held 
by the company. 

On the other hand, the $120,000 carrying charges might be 
greater than the actual working capital on which the company 
should get a return. If the materials used are regularly pur- 
chased on time, and if payment for labor and other expenses is 
usually deferred for a considerable period, then to this extent it 
is clearly not the company but the current creditors that bear the 
carrying costs of the business, and the amounts involved should 
not be included in the valuation. Thus, the actual working cap- 
ital in the case may be only $50,000, and there would be no reason 
for allowing a return on the full $120,000 tied up in current 
operations. Of the latter amount, $70,000 should be viewed as 
contributed by creditors or the public and not by the company. 

If, nevertheless, the carrying charges are taken as the pri- 
mary basis in determining the working capital in a case, then, 
clearly, adjustments should be made so that the amount may cor- 
respond with reasonable actual conditions. Thus additions 
should be made for the balance of cash, materials and prepay- 
ments, and subtractions for any current obligations. The net 
result, therefore, would be theoretically the same as shown by the 
statement of current assets and current liabilities, unless by 
comparison the latter amount would appear to be excessive. It 
would seem, therefore, that in the determination of working 
capital, the clearer and more direct calculation would be to take 
as the primary basis current assets less current liabilities, and 
then to make such adjustments as would seem reasonable 
through analysis of the carrying charges of the business. This 
procedure would clearly conform with the fundamental principle 
of regulation, that a return should be allowed on a company's 
actual property used in serving the public. 

John Bauer. 

Princeton University. 



